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ABSTRACT 

This document addresses two separate^ though related 
aspects of the operation of the Guaranteed Student Loan Program 
(GSLP) : (1) the mechanism for setting the special rate allowance 
(SRA) ; and (2) the effect of the operating requirements of the 
program on lender servicing costs. The study develops recommendations 
for improving both aspects of the program to ensure continuing lender 
interest in making funds available to eligible students. To develop 
lender-related data to support the analysis^ 16 institutions were 
surveyed to establish: (1) attitudes toward the program; (2) 
profitability objectives and expectations; (3) practices for 
determining the amount of GSL funds made available; (4) operating 
policies and practices; (5) profitability measurement and comparison 
criteria; (5) cost of obtaining lendable funds; and (6) costs of 
operating under the GSL program. Of the institutions either surveyed 
or for which data were obtained^ 13 were lenders. The remaining three 
contributors were servicing firms. (Author) 



************************ j|e* *********** ********j(c****** 

* Documents acquired by ERIC include many informal unpublished * 

* materials not available from other sources. ERIC makes every effort * 

* to obtain the best copy available, nevertheless^ items of marginal * 

* reproducibility are often encountered and this affects the quality * 

* of the microfiche and hardcopy reproductions ERIC makes available * 

* via the ERIC Document Reproduction service (EDRS) . EDRS is not * 

* responsible for the quality of the original document. Reproductions * 

* supplied by EDRS are the best that can be made from the original. * 

************************* *******************j|C ******************** ****** 



ANALYSIS OF STUDENT LOAM 
SPECIAL RAIE ALLONANCES m SERV'ICIflG COSTS 



PREPARED FOR 

DEPA™ENT of HEALTH. EniiCATIGiL AMD WELFARE 
U.S. OFFICE OF EDUCATION 

WASHINGTON/ D.C. 



PREPARED BY 

ECHiiOLOGY :MANAGE^ENT INCORPORATED 

CAMBRIDGE/ MASSACHUSETTS 



AUGUST 21/ 197^1 



u s DEPARTMENTOF HEALTH. 
EDUCATION * WELFARE 
NATIONAL INSTITUTE OF 
EDUCATION 

THIS DOCUMENT HAS BEEN WEPHO 
OUCEO EXACTLY A<, DECEIVED f^ROM 
THE PERSON OR ORGANIZATION ORIGIN 
ATING IT POINTS-OF- VIEW OR OPINIONS 
STATED DO NOT NECESSARILY REPRE 
SENTOFFICIAL NATIONAL INSTITUTE Of- 
EDUCATION POSITION OR POl iCY 



ANALYSIS OP STUDENT LOAN 
SPECIAL RATE ALLOWANCES AND SERVICING COSTS 



Prepared for 

DEPARTMENT OF HEALTH, EDUCATION, AND WELFARE 
U.S. OFFICE OF EDUCATION 
VJashington , D . C . 



Prepared by 

TECHNOLOGY M7VNAGE.MJ3NT INCORPORATED 
Cambridge, Massachusetts 



August 21, 1974 



TECMNOlOGV management INCORPOl^ATeD 



TABLE OF CONTENTS 



INTRODUCTION AND SU^IP^ARY 

!•! Background and Study 
Objectives 

1.2 Study Approach 

1.3 Findings and Recommendations 
Regarding the Special Rate 
Allowance 

1.4 Findings and Recommendations 
Regarding Student Loan 
Operations 

SPECIAL RATE ALLOWANCE INDEX 

2.1 Profitability of GSL as 
Perceived by Lending 
Institutions 

2.2 Factors Affecting Lending 
Institution Participation 
in the Student Loan Program 

2.3 Need for a Special Rate 
Allowance Index 

2.4 Criteria for a Special 
Rate Allowance Index 

2.5 Payment Frequency 

2.6 Analysis of Alternative 
SRA Indices 

2 . 7 Recommendations 

STUDEITT LOAM OPERATIONS 

3.1 Objectives and vScope of 
Analysis 



t 



TABLE OP CONTENTS (Cont.l 

Section Page 

3.2 Student Loan Operating 

Practices 43 

3.3 Operating Costs 51 

3.4 Possible Changes to GSL 
Operations 59 

3.5 "Trial Balloons" 62 



ERiC 



TECHNOLOGY MANAGEMENT J N CO R AT E O 



1. INTRODUCTION AND SU^W.RY 



1.1 Background and Study Objectives 

This study addresses two separate, though related, 
aspects of the operation of the Guaranteed Student Loan 
Program (GSLP) : 

. the mechanism for setting the special 
rate allowance (SRA) ; and 

. the effect of the operating require- 
ments of the program on lender servic- 
ing costs. 

The objective of the study was to develop recommendations 
for improving both aspects of the program so as to ensure 
continuing lender interest in making funds available to 
eligible students . 



Special Rate Allowance 

At present, the special rate allowance in the 
GSLP is determined quarterly by the Treasury Department 
and DIIEVv based upon judgments regarding current market 
conditions and other factors. The allowance is also 
limited by statute to three percent. This may have the 
effect, especially in market conditions where interest 
rn-'es are high, of making student loans unattractive to 
potential lenders when compared to alternative investment 
cpporti nit j -:is . Additional uncertainty on the part of 
lenders rn^c irc'^ing what decisions may be made in the future 
concerning th<i special allov7ance may also adversely affect 
availabi lity of funds to student borrower . 

The objective of the first task comprising the study 
was to explore the feasibility of having the amount of the 
special allov/ance determined through reference to a money 
market indicator or index.. Use of such a "visible" index 
would havo the potenbial effect of making the amount of 
the special allowance more certain and of having the allow 
'*nce tx^ack closely the market conditions which could 
affect the relative attractiveness of student loans as an 
invGstnent: opportunity. 



Operating Costs 



Many lenders have claimed in the past that character- * 
istics of student loans and the administrative requirements 
placed upon lenders by the Office of Education (OE) have 
made these loans exceptionally costly to service. To the 
extent that such claims may be true, especially in terms of 
high interest rates in money markets, this factor could also 
have a significant bearing on a lender's decision to make 
student loan funds available. 

The objective of the second study task was to make 
estimates of the cost to lenders of servicing student loans. 
The results of this task could have significant bearing on 
the level of special allov/ance which might be chdsen and 
might indicate ways in which OE could change lenders' 
administration requirements to reduce such costs. 



1.2 Study Approach 

To develop lender-related data to support the analysis, 
16 institutions were surveyed to establish: 

. attitudes toward the program; 

. profitability objectives and expectations: 

, practices for determining the amount of 
GSL funds made available; 

* 

. operating policies and practices; 

, pre "ri vv'bility measurement and comparison 
criteria; 

. cost of obtaining lendable funds; and 

. costs of operating under the GSL program. 

Of the institutions cither .surveyed or for which data were 
obtained r 13 v;ere lendars — nine coioriercial banks, two 
savings bankn, and t\:o savings and loan associations. The 
rciuij.ring three contributors were servicing firms. 

To supplement the data provided by the surveyed institu-- 
-.ions, additional information was obtained from: 
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. unit cost analyses of commercial banks 
published by the Federal Reserve for 
1972; and 

. compilation of money market rates and 
lender cost of funds from the Department 
of Treasury, the Federal Home Loan Bank 
Board, and the Federal Reserve Bank of 
New York. 



1 . 3 Findings and Recommendations Regarding the Special 
Rate Allowance 

Based on the interviews conducted with participating 
lenders — generally the officer v/ith profit center , manage- 
ment responsibility for consumer loans — the following con- 
clusions affecting the special rate allowance emerged: 

, Student loans have been marginally profit- 
able, on average, for commercial banks 
since 1970. They have clearly been 
unprofitable for a number of institutions 
with higher-than-average cost servicing 
operations. .As compared to consumer loans, 
student loans have been considerably less 
profitable than other consumer loans since 
1970 primarily due to lovzer revenues. 
Higher operating costs are a lesser factor 
in accounting for lower comparative GSL 
profitability • 

. Most banks have been participating in the 
student loan program out of a sense of 
social responsibility, despite the per- 
cei-'^cl v:nprofitability and aggravation of 
goverPiaent iiaposed procedures. 

. Although the banks in larger cities have, 
by and large, not restricted the funds made 
available for student loans, many smaller 
coiTimercial banks and thrift institutions 
have. Increasingly, • a bottom line justifi- 
cation v;ill be demanded by all institutions 
as a condition for unrestricted participation. 

. The prirticular level or exoectations of the 
special rate allovvance in the past has not 
*:*oally affected the banks* participation. 
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. The uncertainty of the amount of the SRA^r 
as determined on a quarter-to-quarter 
basis, makes a lender's profit planninq 
difficult, if not impossible, for loans 
booked for terms approaching ten years. 

. The profitability of student loans does 
not have to be comparable with other 
^ consumer lending instruments to ensure 

I that sufficient funds are made available 

i by lending institutions. Banks must be 

i convinced, hov/ever, that: 

i . the student loan program will 

i at least break even or return 

j some minimum profit margin on^ 

t a continuing basis; 

. operating procedures will become 
more efficient and less alien to 
their other consumer lending 
operations, with a reduction in 
J the current aggravation factor: and 

. a greater "integrity in lendinq" 
can be achieved vzith student 
loans . 

1 . The suggestion of a money market related 

index as a basis for determining the SRA 

! met with uniform approval. A^sioming the 

index would be set in a way that main- 
tained a consistent and reasonable spread 
over th? cost of funds, the certainty of 

; knov7ing the basis for student loan revenue 

determixiation v;ould go a long way tovzard 
justifying the student loan program on a 
profitability basis. 

From these findings, together with the analysis 
(described in vSection 2) of cost-of -funds and money market 
instrument data, TMX offers the follov^ing recon^endations 
for setting the special rate allowance: 

. Futiire special rate allov/cince for student 
loans should be paid at the end of each 
quarter bashed on* an index for which the 
rate source is the discount yield of new 
3-month Treasury Bill issues, as announced 

O S 
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by the Federal Reserve Bank of New York, 
each week, and averaged over all weekly 
auctions included in the quarter just 
completed • 

. At the end of each quarter, the special 
rate allowance for the quarter just 
completed should be set at: 

Average Three-Month T-Bill Rate - 4% 

and constrained to be a minimum of zero 
percent (when the T-Bill rate is less 
than 4%) and a maximum of 4% (when the 
T-Bill rate is more than 8%) • Such .an 
index V70Uld provide a gross revenue to 
lenders ranging from 7% to 11% per* annum 
on dollars outstanding. 

• The adequacy of this index should be 
reviev;ed every one to two years and 
adjusted as needed to account for any 
changes in the relationship of servic- 
ing costs as a percent of outstandings 
or in the spread between revenue and cost 
of funds • 

The recoi"nmended index would have maintained an adeauate and 
reasonably constant spread over the cost of funds since 1970 
and would have increased SRA payments by only $19 million, 
or 16%, from the beginning of calendar 19 70 through the 
firnt quarter of 1974. 



1 . 4 Findin gs a nd Recommendations Regarding Student Loan 
Operations 

Based on the lender and servicing firm surveys, the 
following general observations can be made about operating 
practices for the student loan program: 

. Extenoive branch procesf^ing of student 
loan applications and ''booked" accounts 
is generally civoidcd because of higher 
costn, compared to those of a centralized 
processing opo.ration. 
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. Larger institutions nov; tend to central- 
ize their student loan processing into 
activities dedicated to these instruments. 
Mid-size institutions, except perhaps 
for thrift institutions, tend to process 
student loans in their consumer loan 
departments mixed in with other install- 
ment loans. Small institutions, as well 
as thrift institutions, tend to perform 
student loan processing in their branches. 

• Few lenders — large or small — have consid- 
ered or have been able to cost-justify 
the use of outside servicing firms for 
their GSL portfolios. Other lenders — 
also large and small-- have embraced the 
concept. High conversion costs for exist- 
ing loans is a major drawback for a long- 
involved lender to use an outside service. 

. ADP approaches to support GSL operations 
have largely been to modify existing 
personal or commercial loan systems and 
to "mix" in student loans with the rest 
of the portfolio.. Few lenders have 
developed ADP system specialized for stu- 
dent loan processing requirements. 

. Lenders with lowest operating costs tend 
to have specialized student loan ADP 
systems. Lenders v;ith the highest costs 
of operation tend to have "split'* manual 
and modified personal loan systems. 

. Max* h?ch-cost lenders have found it 
difficult to cost-justify the investment 
in effective and efficient ADP svstems 
speciali zed for student loan requirements 
because of lev/ volumes (and low total 
savings potential) . 

Making cost comparisons among lenders is difficult 
because of: 

. lack of or dlfforont bases for document-- 
atiou of servicing costs; 

. (1 ' scrotionary dd -^ferences in student loan 
opt*rc:tions that reflect philosophy and 
attxtiu'lo ratlior than OE-imposed reauire- 
rionts ; and 
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• cost structures that are "locked in" for 
certain institutions but not for others. 

Within the limitations imposed by these difficulties, it 
appears that : 

, efficient lenders can achieve cost levels 
approaching that of servicing firms. 
Lenders that centralize and specialize 
student loan operations and develop effic- 
ient, specialized student loan systems are 
more likely to do so . 

, higher costs tend to be associated with 
branch processing, manual operations, or 
unsuitable systems • 

lenders can operate their student loan 
portfolios at costs comparable to other 
consumer loans — either their own or the FED 
reported consumer loan average. 

• in comparison to consumer loans, student 
loan account 'maintenance costs are lower; 
acquisition costs are higher. 

The acquisition cycle represents the largest potential 
for lender cost reduction. It also constitutes the great- 
est opportunity for reducing lender dissatisfaction with 
doing business under the program. Acquisition costs for 
.ouiident loans are one-and-a-half to three times that of 
cc...^umer loans because : 

. there is more interaction with the borrower; 

, there are two acquisitions per loan; and 

, there is a complicated origination cycle 

involving multiple forms and several parties. 

The complications of the oricrination cycle fai]. to recognize 
that 50 - 75% of cuv-ront borrowers are repeat GRL customers 
cit the narie ins titut-i on . Yet, from the proces^inq standooint, 
aM raufit be treated alike, unlike the '\streamlined" or '*shori-- 
toim" procedures rnont lenders U5^e for repeat ccsupier loan 
customers (also 50 - 75% of their application traffic) . 

L( luors have recommended that the folloxvinq changes 
■ Incorporated i.n '^SL operating requirements: 

12 
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, multiple -purpose forms for loan origination 
consolidating on a single form the" informa- 
tion (often redundant) now required on 
several forms . 

• particularly for large institutions, the 
elimination of guarantee filling before 
disbursement in favor (as is the case for 
FHA Title I loans) of filing r^f ter-the-f act . 

. a "streamlined" acquisition cycle for repeat 
borrowers at the same institution . 

. provision for payment of the insurance fee 
coincident with the submission of the lender 
manifest • 

. elimination of the separa4j^^ accountability 
requirement for each disbursement. 

Other changes in the management of the program are 
also suggested : 

. Apply all changes to the legal, operating, 
procedural, or documentary requirements of 
the program retroactively to loans outstand- 
ing from prior years. Program distinctions 
between loans granted during different years 
proliferate the requirements that must be 
met by lenders . 

« 

, Announce program changes v/ell before the 
POc;}: processing session, for new loans . 
Lenders vind.it particularly difficult to 
Integra LO revised program requirements into 
their operations during the July-September 
high -volume period. 

. Make claims payments on defaulted loans 
faster and/or pay interest unti'l such pay- 
ments are made. FISL lenders, in particular, 
complained about foregoing interest during 
long (9 to 12 months) claims settlernont cycles. 

. Have the U.S. Governifient takc^ a more aggres- 
sive and vif^ible role in collection of 
delinqueiit and defaulted accounts. Iicnders 
j-.'licve that active governmcjit participation 
in collection v/ill significantly reduce 

13 
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defaults among a mobile population^ with 
"non-traditional" attitudes toward" borrower 
obligations to repay. 

Several ideas relating to more basic revisions to the 
program were tested for lender reaction. Based on this 
reaction, TMI further recommends that: 

. direct collection of student interest 
payments during the in-school period not 
be imposed on lenders . Lender responses 
to this suggested program change were 
almost uniformly and highly negative. 
Interest deferral while in school is far 
more preferable. 

. a serious investigation be made in£o the 
use of a form of revolving credit as a 
borrowing vehicle for students rather 
than the present multiplicity of install-- 
ment loans. From the lender standpoint, 
revolving credit instruments offer 
substantial operating savings, especially 
compared to the typical succession of 
installment loans. For the government, 
there could be reduced cost in interest 
subsidies and special rate allowances. 
The vast majority of lenders saw merit in 
the concept, subject to a suitable resolu- 
tion of operating details. 
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2. SPECIAL RATE ALLOWANCE INDEX 



2. 1 Profitability of GSL as Perceived by Lending 
Institutions 

Of the 16 banks interviewed during the study, half 
did not have useful cost or profitability data available 
by product line. However, whether or not good cost data 
was available, student loans were perceived to be unprofit- 
able by most lending institutions. 

Based on the cost data available to this study, 
student loans v;ould have been profitable to commercial 
banks in 10 of 17 quarters from 1970 to 1974. This 
assumes that each bank's servicing cost would have equalled 
the average for reasonably efficient banks, which was 1.65 
percent of outstandings, and that the cost of funds is 
defined as an average cost of all bought funds including: 

. savings deposits; 

. time deposits ; 

. borrowed funds; and 

. Eurodollar deposits. 

There is considerable disparity among commercial banks 
as to the cost of funds definition appropriate for evaluating 
t-^o profitability of consumer loans in general. It will 
r .,urally vary due to differences in liability structure 
c;mong lending institutions. In using the average cost 
of bought fun'''^s for a representative city bank that is 
heavily dependent on bought funds (as opposed to demand 
and no-notice savings deposits) , v;e have used a measure 
similar to that employed by consumer lending management to 
evaluate past profitability. 

It is the consumer lending management who are respon- 
sible for student loans in. commercial banks. Student loans 
are compared v/ith and must compete with other consumer 
ler^lny instruments, i.e., personal unsecured loans, 
] roir^rty iiuprovcment loans, auto loans, etc., for limited 
funds in tiriu^s of tight money. 
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I Although the servicing or operatirn^ expenses of con- 

' sumer loans are more a function of the number of loans and 

their terms than the dollars outstanding, it is possible 
to evaluate these costs on the basis of a percentage of 
outstandings. The average student loan amount appears to 
be fairly constant from bank to bank, and total servicing 

} costs for a loan portfolio exhibit a percentage relation- 

I ship to dollars outstanding. 

! 
I 

1 This relationship may change from time to time as 

i average loan sizes and servicing costs change, but there 

are so many other factors affecting how these costs are 
j measured or allocated, a precise functional cost model is 

j not warranted for purposes of a special rate allowance 

j index. 

The following definitions will be used in evaluating 
consumer loan profitability: 

! 

! Revenue = SRA +7% (% per year on Outstandings) 

Cost of Funds = Av Cost of Bought Funds (% per year on. 
I Outstandings) 

Spread = Revenue - Cost of Funds 

t 
t 

I Servicing Costs: 

i Operating Expenses == % per year on Outstandings 

I Bad Debt Cost = Losses as % per year on Outstandings 

« 

' Profit Margin = Revenue - Cost of Funds - Servicing 

Costs 

i Figure 2,1 compares servicing costs for student loans 

' and other consumer loans from several sources. If the 

high cost extreme of 3.1 percent, which results from know 
system inefficiencies, and the low cost service bureau 
figures of 1 percent are deleted, the 'average student loan 
servicing cost is 1.65 percent of outstandings per year. 
The comparable figure for all other consumer loans is 2.0 
percent anvd with the addition of losses from bad debts 
apia^jxirnates 2.4 percent to 2.5 percent. 

One explanation for the lower cost of student loans 
LS that over half of the loans outstanding are typically, 
"^ol ^ c; in repayiuont status. 
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For those individual banks where direct comparisons 
between student and other consumer loan costs were avail- 
able from the same source, student loan servicing costs 
were less in two cases, greater in two others, and about 
equal in another. The general perception of higher 
student loan servicing costs as compared with other con- 
sumer loans is generally inaccurate, based on this limited 
sample. 

It is important to note, however, that the acquisition 
and conversion to repayment costs are considerably higher ^ 
for student loans. That portion of these costs incurred in 
the branches are not included in the figures shown. The 
time of branch personnel spent in booking new consumer 
laons is not considered to be an incremental cost for 
student loans and is also omitted from the cost data on 
other consumer loans. 

From the limited sample data available to this study, 
there is no apparent relationship between operating costs 
and size of the lending institution or student loan port- 
folio. Only the largest institutions were included in the 
study, however, with assets ranging from $1 billion to over 
$30 billion and student loan portfolios from $1 million to 
$150 million. 

There is a high aggravation factor associated with the 
procedures involved in booking student loans. Typically, 
six v;eeks to tv;o months elapsed time is required to payout 
a new loan. Even though all of this branch acquisition and, 
c aversion effort may not show up in the cost data, it does 
add to the general dissatisfaction and perception of 
unprof itcibility that prevails. 

The primary factor in profitability, however, is that 
revenues have been considerably less for student loans than 
for other consumer loans. Recognizing that ^revenues for 
consumer loans vary significantly among loan instruments 
and from state to state, each with different rate ceilings, 
a representative rate of 11 percent has been chosen in 
order to make the follov/ing profitability comparison: 



other 

Student Loans Consumer Loans 

1970 to 1974 ^ 1970 to 1974 

(% Per Year on (% Per Year on 

Outstandings) Outstandings) 



hv Revenue 


8.47 


11.00 


Av Cost of Bought 
Funds 


6.50 


6.50 


Spread 


1.97 


4.50 


Av Servicing Cost 


1.65 


2.10 


Bad Debt Losses 




.40 


Total Operating Expense 


1.65 


2.50 


Av Profit Margin 


.32 


2.00 



These figures are averaged over a 17 quarter period 
from January 1, 1970 to March 31, 1974. Overall, student 
loans are shown to have been slightly profitable, although 
in 7 of 17 quarters the average profit margin would have 
been negative. 

If it is assumed that student loan servicing costs 
should grow to be or are comparable with other consumer 
loan servicing costs, then they clerrly would be unprofit- 
a; ' on average. 

Th3 following conclusions can be drawn: 

. Student loans have been marginally profitable, 
on average, for commercial banks since 1970. 
They have clearly been unprofitable for a num- 
ber of institutions with higher than average 
cost servicing operations. 

. Student loans have been considerably less 
profitable than other consumer loans since 
1970 primarily due to louder revenues, not 
higher operating costs. 
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2.2 Factors Affecting Lending Institution Parti cipation 
in the Student Loan Program 



ERIC 



Most banks have been participating in the student 
loan program out of a sense of social responsibility, 
despite the perceived unprof itability and aggravation of 
government imposed procedures. 

The larger city banks have by and large not restricted 
the funds made available for this program. The particular 
level or expectations of the special rate allowance (SRA) 
in the past has not really affected the banks' participa- 
tion. The SRA is generally viewed, however, as too iittle 
too late. The uncertainty of its amount, as determined on 
a quarter to quarter basis, when booking loans for terms 
approaching 10 years makes it ineffective m planning for 
future profits. 

Some city banks do restrict the availability of 
student loan funds by imposing such qualification req\iire- 
ments as: 

student or family must have an active checking 
or savings account with the bank during the 
past six months or year; 

. freshmen are not eligible; 

. not all educational institutions are eligible, 
e.g. , proprietary schools; 

. cross borrowing may not be allowed, i.e., 
loano to students who have loans from other 
lending institutions; and 

. maximum amounts which can be borrowed in a 
given year or for a particular education pro- 
gram may be less than that allowed under the 
state or federal guarantee program. 

T'io=;r thrift institutions interviewed during the 
St- i"ciicated an oven greater restrictive policy regard- 
ir-T stiKlont loanf-:. Because of the recent disintermediation 
c.A.iinq funds to ulow out of savings accounts into other 
hiqh'-r rote, short-term .investments, some savings banks and 
--.rvi f-^ and loan associations have virtually stopped par- 
. icl} c.tiriq in tho program, except to see students through a 
^ trara already r.tartod. 
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In most of these cases, a good cost-profitability 
analysis had not even been made. The demand for mortgage 
money clearly took first priority, and the general _ aggrava- 
tion factor, not the numbers, convinced these institutions 
that student loans were unprofitable. 

While commercial banks in the past have been partici- 
pants in tha student loan program because of a social 
commitment and some hopes of acquiring future banking 
customers, future policy decisions are apt to be made on a 
more business-like basis, i.e.: 

. A bottom line justification will be demanded 
more frequently. 

. The transient nature of the graduating 
student population make the prospect of 
acquiring new banking relationships a remote 
one. 

Even though these loans are guaranteed, eventually by 
the federal government, there is a disinclination by many . 
lending institutions to grant loans in situations where 
the risk of default is unduly high. They view the grant- 
ing of such loans as contributing to a breakdown in lending 
integrity. They believe strongly that the need for student 
grants should be more clearly established and that student 
loans should be run on a more business-like basis. This 
implies a more effective collection effort by the federal 
wernment after claims are paid to, lending institutions. 
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T^o profitability on student loans does not have to 
be comi.araiJn with other consumer lending instruments to 
ensure tl r efficient funds are made available by lending 
institutionr;. Banks must be convinced, however, that: 

. The student loan program v;ill at least break 
even or return some minimum profit margin on 
a continuing basis. 

. Operating procedures v;ill become more effi- 
cionl: and loss alien to their other consumer 
lending opo3"ations , with a reduction in t?ie 
curr^Tt aggravation factor. 

. A grr^ator integrity in lending can be 
r^rhiovod w.ith student loans. 
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2.3 Need for a Special Rate Allowance Index 



All lending institutions interviewed agreed that the 
uncertainty in the determination of the current SRA was 
a problem. The past amounts and delays in payment were 
considered unsatisfactory. 

The suggestion of a money market related index as a 
basis for determining the SRA met with uniform approval. 
Assuming the index would be set in a way that maintained a 
reasonable spread over the cost of funds, the certainty of 
knowing the basis for student loan revenue determination 
would go a long way toward justifying the student loan pro- 
gram on a bottom line basis. 

Some institutions would prefer that- such an index be 
pegged to prevailing consumer loan rates, but most con- 
sidered that alternative impractical and preferred a money 
market, e.g., U.S. Treasury or Federal Agency Security, 
rate source. 

Even though the SRA would vary every quarter, the 
certainty of the basis for its determination and the 
ability to plan revenues from a known and visible index 
would make the SRA a much more effective inducement for 
lending institutions to participate in the student loan 
pro j ram. 

More regularity and promptness in disbursing the 
quarterly payments would also aid in this process. 



2 . 4 Criteri a for a Special Rate Allowance Index 

Before a special rate allowance index can be struc- ^ 
turod, it is necessary to establish some specific criteria 
by which its effectiveness can be measured. 

The basic objective of the supplemental rate allow- 
ance, when added to tho amount paid by the student, is to 
provide lending institutions v;ith a sufficiently attractive 
mar^Jin so that they \n 11 continue to make funds available^ 
to students in need of loans. As the lending institution's 
CO .;t of funds changes over time, the toi:al revenue should 
clicinge so as to maintain a somG\7hat stable spread between 
revenue and cost of funds. This spread should be suffi- 
cifjiit: to cover servicing costs and provide some margin of 
■---fit. 
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Because of the unique social value" of the program, 
gcvernraent guarantees and the source of secondary market 
liquidity to be provided by the Student Loan Marketing 
Association (SLMA) , direct comparisons with other consumer 
loan instruments may not be appropriate. For example, 
consumer loan rates in general remain relatively stable as 
the cost of funds fluctuate widely over time. Thus, con- 
sumer loan instruments have widely fluctuating profit 
margins over time. 

Rather than have profit margins on student loans sub- 
ject to this same variability, which would occur if the 
special rate allowance tracked a consumer loan rate index, 
it seems preferable to maintain stable margins rather than 
stable revenues over time. In addition, a single consumer 
loan rate index would be difficult to structure because of 
the varying rate ceilings and differences among consumer 
loan instruments. 

An especially important consideration is the SLMA, 
whose ability to provide a liquid market for student loans 
is directly related to the spread between its cost and uses 
of funds. The method of setting the special rate allowance 
determines the revenue earned on loans purchased by SLMA. 
Since its cost of funds are determined by prevailing 
interest rates in the government security market, a strong 
arguiaent can be made for using an index which protects the 
spread between student loan revenue and some representative 
money market rate for U.S. Treasury and Agency securities. 

Uhen considering the cost of funds to lending institu- 
tions, several factors complicate this issue, namely: 

the distinction between a lending institution's 
marginal and its average cost of funds; and 

. the differences in sources of funds between 
thrift institutions and commercial banks, and 
even between city and country commercial banks. 

It is normal procedure for consumer loan departments 
to Irj'rharqcHi with tlio "marginal" cost of funds for pur- 
-^s '.i: profit center accounting. The marginal cost of 
f:v'd3 relciLe:^ l:o the bank's most costly sources of funds 
which it iitili^'>os to complete the financing of its loan 
L - :n nnd to assure adequate liquidity. 
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Typically, marginal fund sources for commercial banks 
include such instruments as: 

. FED funds; 

. certificates of deposit; 

. Eurodollar deposits; and 

. bank notes and commercial paper. 

For thrift institutions, they include such instruments as: 

. federal funds; 

. savings certificates; and 

. Federal Home Loan Bank 
advances . 

The average cost of all sources of funds would reflect a 
weighted average cost across all sources of bank funds, 
including demand deposits and savings accounts- 

Figure 2.2 summarizes some representative figures on 
the historical cost of funds to commercial banks during 
the 1970-1974 period. The cost of funds has been defined 
in three categories, i.e.: 

. a true incremental rate — the 9 0 day certificate 
of deposit; 

. the average cost of all bought funds, including 
all timo deposits and borrowings; and 

. the average cost of all sources of funds, 

including demand deposits, savings accounts and 
other sources of capital. 

The variability increases, naturally, from the average 
of all sources to averacjo bought to incremexrtal . j 

The most useful cost of funds measure for evaluating j 
spreads and profit margins is the average cost of bought I 
funds, which irs a weighted average rate composed of: i 

i 

. savings deposits; : 
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time deposits: 



. notice accounts, and 

. certificates of deposit? 

. borrowed funds: 

i • FED funds, 

'\ . repurchase agreements, 

. bank notes and commercial paper, and 

I . Federal Reserve window; 

I 

\ . Eurodollar deposits. 

It is this measure which is closest to the figure used by 
consumer loan management in computing profitability for 
! each loan product. 

1 In the subsequent evaluation of alternative SRA 

I indices, one measure of effectiveness will be the spread 

maintained against the average cost of bought . funds . 
! Figure 2.3 shows a plot of these historical costs along 

I with two selected New York City consumer loan rates over 

the same period. 

! The analagous consideration in the case of thrift 

institutions involves the use of rates for: 

; . FED funds, 

! 

■ . FHLB loans/ 

. savings certificates/ and 

i 

! . Other time deposits 

as the equivalent average cost of bought funds. 

Figure 2.4 illustrates how the aVerage cost of all 
sources" of funds, including all savings accounts, has 
varied over the 1970-1973 time period versus FIILB loan 
ratos and mortgage loan rates. 

With the increasing ability of thrift institutions, 
including both savings banks and savings and loan associa- 
tions, lo raise laoney through a variety of time deposit 
^r>t:ruui:jr)ts and borrowings (e.g., FED funds) similar to 
^iiricjnts used by commercial banks, the same cost of 
:.ouqht funds will become applicable to both in the future. 
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There are other very practical con^'iderations affect- 
ing the choice of an SRA index, namely that it: 

• reflects a true free market determination; 

• is readily visible and has a continuing 
source of data; and 

• is practical to compute on a continuing 
basis . 

Ideally, the rate source would be a regularly sched- 
uled {no less frequent than once a month) new debt issue 
of constant maturity by the Treasury or a Federal Agency. 

In order that lending institutions are consistently 
motivated to make funds available for student loans during 
periods. of changing interest rates, it is necessary for the 
index to have a variability which correlates well with 
variability in the cost of funds. 

In order that student loans are viewed to be profitable 
by lending institutions, the average level of the index 
should provide a sufficient margin over the cost of funds to 
cover reasonable servicing costs and a profit margin under 
most market conditions • The margin on student loans need 
not match that of comparable consumer lending instruments, 
but it should be positive on" average, given reasonably effi- 
cient servicing. 

The criteria which should be used in establishing an 
Slvii index can be summarized as follov;s: 

. A jioney market rate source should be used 
which has a variability that is highly cor- 
related v/ith the variability in average 
cost of bought funds for commercial banks, 
thrift institutions and SLI^IA. 

. The average level of the SRA index should be 
set so as to maintain a fairly constant spread 
over the average cost of bought funds to cover 
for reasonable servicing costs and a profit 
margin for commercial banks and thrift insti- 
tutions. The average level of the SRA should 
also maintain a reasonable and stable operat-- 
ing spread for SLMA against its oost of funds 
as rnprGsentcd by the Government and Agency 
security marJcet. 
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. The money market instrument or instruments 
used for the SRA index should: 

. reflect a true free market rate deter- 
mination; 

. be readily visible and have a continu- 
ing source of access; and 

. be practical to compute. 

A preferable rate source would be a regularly 
scheduled (monthly or weekly) new debt issue 
of constant maturity by the Treasury or a 
Federal Agency. 

2. 5 Payment Frequency 

1 Currently the Special Rate Allowance is determined and 

i paid quarterly based on prevailing interest rates during 

I the preceding quarter. It was requested that alternatives 

i to this payment procedure be considered, such as fixing the 

I SRA on all new loans in a quarter for the life of the loan. 

I 

i Because of the increasing average terms of student 

i loans, now approaching ten years, and the projected volatil- 

' i---y in interest rates, a fixed rate for the life of the loan 

would have to be sufficiently high to compensate for this 
! uncertainty. If it approaches, on average, the rates 

I ::i-irged for other consumer loans, this could become unduly 

\ COJ-:ly to HEW. 

: In addition, loan processing for the banks would 

j become more conplex because of the differing rates to be 

charged on individual loans. There doesn't seem to be any 
i particular advantage to fixing rates for the life of a loan 

each quarter and some potential disadvantages in terms of 

cost and operational complexity. 

Under the philosophy that the purpose of the SRA is to 
maintain adequate spreads over the cost of funds for lending 
institutions and SLMA under varying market conditions and 
; incur a inininium cost to HEW in so doing, a quarterly rate 

determination period appears to be as effective as any. As 
■".oncj as the rate basis is the average (daily or weekly) over 
l;he"payment period, the only effect of extending the length 
' Uio period is the interest on interest lost by the lend- 
institution or a possible savings in HEW' s processing 
.;osts due to fewer payment periods per year. 
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Since the current payment period is quarterly, it is 
recommGnded that it not be changed. 



2.6 Analysis of Alternative SRA Indices 

In evaluating alternative SRA indices, three sources 
of representative cost of funds data were used to compute 
spreads each quarter from January 1, 1970 to March 31, 
1974. These sources are shown in Figure 2.5. 

Based on the relative importance of each source of 
funds for the student loan program, the commercial banks , 
accounting for some 35 percent of current outstandings, 
are a primary consideration. The anticipated future level 
of SLMA's operations, when providing a full secondary 
market for student loans, makes this agency's viability 
also a prime consideration. It has been assumed that 
average cost of funds to SLMA would approximate an average 
of the yields on 90 day Bills, 1 year Agencies, and 3 year 
Agencies- 

Figure 2.6 was- prepared to show how the yields on Treasury 
securities of varying maturity and Federal Funds (represent- 
ing a 1 day maturity) have varied over the 1970 to 1974 
period. This plot illustrates visually that the longer the 
maturity, the less variable the yield over time. The 
variability of an index can thus be controlled to an extent 
through selection of the appropriate maturity mix. 

To show the relative behavior of alternative indices, 
the following four were selected for comparative purposes: 



. Index 1: 3 month Treasury + 3 percent; 

. Index 2: 7 year Treasury Bonds + 3 percent; 

. Index 3: 3 year Agencies + 3 percent; 

. Index 4: Composite: .33 3 month bill, 

.33 1 year Treasury Bond, 
.33 5 year Treasury Bond. 

The results of these calculations for each quarter, 
shov;n v/ith and v/ithout constraints, are tabulated in 
Figure 2.7. Each index is plotted along with the actual 
. 4 -7 percent and the ooGt of funds for commercial banks 
. ' Jvjures 2.8 through 2.11. 



ERLC 



TECHNOLOGY MANAGEMENT INCOR^ORATCO 



u 



1^ 



o 
u 

0) 

u 
o 
> 



•H 

to 
m 

0) 



in VD mrorovo HinrHin 

vr ^ vDovDoo o CM in CN 

fs CN incTtCNin roo^in 

in ^ ^ in in vor^cor- 



(0 



> 
c 















r: 






3 






Em 












p 








in 




O 


00 


(N 


H 






S-J 






0 


















0 












10 






0 






u 







ro o vo ro ovoroo o 
r<. CO CN ino*i«v£) cN 
vDin^'3' CO 'sD 



to 

TJ 
C 
3 

P4 

4J 

:3 
o 
cn 

iw 
o 

+j 
to 
o 
u 

c 

V 
rj 
U 
O 







c 




o 




\ 

o 




o 




u 






c 


o 


d 


'Ji 





CO 



O (N m i-< 

r-> CO o ro 



o o rj CTt 
o vci o 
















C) 


















H (N CO '^r 


rH CM ^ 


iH 


a 


















till 


III) 


1 




o 


r-t 


CN 








r- 






















H 


H 


r-t 









32 

•27- 



0) <^ 

> >1 



r0 0) .H W 
(0 C (0 fd 0) 




Figure 2.7 
INDEX RATE COMPARISONS 





Actual 
SP Rate 
All + 7% 


Index 1 


Index 2 


Index 3 


Index 4 




Unconstr . 


7% Min 
11% Max 


Unconstr. 


7% Min 
11% Max 


Uiiconfetr . 


11% Max 


Unconstr. 


FIJUII 

11% Max 


1970 - 1 


9.0 


10.21 


10.21 


10.44 


10.44 


11.24 


11.00 


10.49 


10.49 


2 


9. 25 


9.64 


9.64 


10.75 


10.75 


11.16 


11.00 


10.28 


10.28 


3 


9.0 


9.33 


9.33 


10.54 


10.54 


10.89 


10.88 


9.91 


9.91 


4 


8.5 


8.34 


8.34 


9.74 


9.74 


9.74 


9.74 


8.81 


8.81 


1971 - 1 


8.0 


6.77 


7.00 


8.82 


8.82 


8.47 


8.47 


7.40 


7.40 


2 


8.25 


7.20 


7.20 


9.27 


9.27 


9.23 


9.23 


8.07 


8.07 


3 


8.25 


8.03 


8,03 


9.61 


9.61 


9.86 


9.86 


8.77 


8.77 


4 


7 . 75 


1.21 


7.21 


8.95 


8.95 


8.88 


'8.88 


7.90 


7.90 


1972 ~ 1 


7.75 


6.43 


7.00 


9.0C 


9.00 


8*. 70 


8.70 


7,53 


7.53 


2 


7.75 


6.77 


7. 00 


9.11 


9.11 


8.92 


8.92 


7.85 


7.85 




7. 75 


7 . 22 


7. 22 


9.25 


9 . 25 


Q IT 


^ . Xo 


O . X J 




4 


7.75 


7.87 


7.87 


9.24 


" 9.24 


9.19 


9.19 


8.48 


8.48 


, 1973 - 1 


8.0 


8.72 


8.72 


9.59 


9.59 


9.72 


9.72 


9.22 • 


9.22 


2 


8.75 


9.60 


9,60. 


9.77 


9.77 


10.11 


10.11 


9.77 


9.77 


3 


9-5 


31.25 


11. 25 


10.27 


10.27 


11.09 


11.00 


11.01 


11.00 


4 


9.5 


10.48 


10.48 


?»80 


9.80 


10,35 


10.35 


10.22 


10.22 


1974 ~ 1 


9.25 


]0.64 


10.64 


10.06 • 


10.06 


10.31 


10.31 


10.35 


10.35 


2 




11.10 


11. 00 


10.86 


10, 86 


11.53 


11.00 


11.24 


11.00 


^vora 


go Rate: 


8.76 




9.72 




• 9.86 




9.17 



Index 1-3 Month Treasury Bill i 3% 

Index 2-7 Year Trea^^ury Blonds + 3% 

Index 3-3 Vciar AGoncies + 3% 

Indox 4 - Cornjoy.itc: . 33 3 Month Hill 

.33 1 Year Trea.'niry Rond 
.35 5 Year Tj oruiury Bond 

So^M-c:- of K Market. Haters: 

U'- 1 1 y Avt: rcj no C 1 or i ng Quol cr. 
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The addition of 3 percent to indices 2 and 3 is 
obviously excessive in comparison to indices 1 and 4, if 
the same average rates are to be achieved. More like a 
2 percent add-on to indices 2 and 3 would be equivalent. 

The main purpose of this analysis, however, is to 
compare the changes in spread over the cost of funds. The 
6idd-on amounts can be easily adjusted and will not affect 
variability in spread. 

In comparing stability of spreads, index 1, and to a • 
lesser extent index 4, maintain the most consistent margins 
over the cost of funds, probably because the average 
maturity of bought funds for commercial banks is under 1 
year year and therefore more closely tracks the 3 month 
Treasury Bill rate. 

On the theory that the index should maintain a consis- 
tent spread over time, index 1 is preferred. In addition. 
Treasury Bills satisfy the other criteria established for 
an index,, i.e.: 

. There is a new debt issue and auction rates 
are announced weekly for 3 month and 6 month 
bills and every 4 weeks for 1 year bills. 

. A continuing single source of rates is 
assured for a constant maturity issue. 

. The rate source is visible, can be easily 
computed, and is based on a free market 
determination. 

For i:^ osz reasons, it was decided to concentrate on 
Treasury Billfj r:r> the preferred source of a rate index. 

Figure 2.12 shows a comparison of three bill indices, 
each with a 3 percent add-on and the past SRA + 7 percent. 
The rate spreac^s over cost of funds for these three indices 
plu3 the 3* month bill vrith a 3.5 percent add-on are tabu- 
lated in Figure 2.13. 

Thcno .indices are compared in Figure 2.13 on the basis 
•^/eratje i:pread and the average deviation around the mean 
"r. Jad ov(>r the 17 quarter period from 1970 to 1974 . The 
io''::.'3t averciqe r]oviat.lon is achieved v/ith the 3 month bill 
— ' • ;. or Al. Drpcndinq on the average level of desired 
- d^ an ad^-on of between 3 percent and 3.5 percent seems 
opri-'rite, ar.rjunung a lower limit of 0 percent and an 
..J. ^'-.r liuiit of 4 percent for the SKA. 
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Figures 2.14 and 2.15 compare the spreads of indices 
A and Al over the cost of funds for thrift institutions 
and SLMA. Index A, while adequate for SLMA, would have 
been inadequate in 1971 and much of 1972 for thrift 
institutions. However, if a combined cost of funds measure 
were used, accounting for notice savings accounts, this 
index might be adequate. 

The past and projected impact on the total cost to 
HEW for SRA payments under proposed indices A and Al are 
shown in Figure 2.16. The net differences in cost com- 
pared with past SRA policies are follows: 

Additional Payments 



1970-74 



1976-80 



$Million 



% $Million 



Index A 



19 



16 



39 



12 



Index A.1 



58 



48 



145 



43 



2 . 7 Recommendations 

It is reconmiended that the future special rate allow- 
ance for student loans be paid at the end of each quarter 
on the basis of the following index: 

. The rate source should be the discount yield 
of new 3 month Treasury Bill* issues, as 
announced by the Federal Reserve Bank of New 
lorkr each week, and averaged over all 
weekly £'Uctions included in the quarter just 
complct.cd . 

. The annualip^ed Special Rate /vllowance for 
the quarteDr just completed would be computed 
as follov7s: 

Total Lending Institution Revenue = 
[Av 3 Month Bill Rate + 3%] 

Special Rate Allowance = 
[Av 3 Month Bill Rate -4%] 



•ciynent 



ilKlK fCal Days in Q tr] ^ /Av Daily Loan Bal- 
] 00 [Cal''days in Yr ^] 



^ \ance OatvStanding 
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Figure 2.16 • ^ 

IMPACT ON SPECIAL ALLOWANCE PAYMENTS 



.ime Period 



1970 - 



1971 



1972 



1973 - 



1974 - 



TOTAL 



1 
2 
3 
4 

1 
2 
3 
4 

1 
2 

4 

1 



Estimated 
Outstanding 

Balances 
($ Billion) 

.33 
.57 
.79 
1.78 

1.99 
1.09 
1.53 
2.86 



07 
22 
49 
50 

23 
75 
20 
37 



Current 
Special 
Rate 
Allowance 
($Million) 

1.67 
3.22 
3.95 
4.42 

4.97 
3.40 
4.79 
5.36 



89 

,16 
,67 
,69 

,57 
.65 



4.15 



13.73 
21.06 

23.37 

120.57 



Index A 
3 Month Bill 
+ 3% 
($Million) 

2.68 
3.79 
4.61 
3.95 



.54 
3.94 
1.49 



,34 
.45 



9.55 
11.37 
23.37 
. 29.30 

37.78 

139.16 



Index Al 
3 Month Bill 
+ 3.5% 
($Million) 

3.10 
4.50 
5.60 
8.18 

1.34 
1.90 
5.86 
5.08 



1.50 
4.48 
8.5.6 

12.36 
13.55 
26.10 
'.33.53 

43.00 

178.64 



i*rojection at 
}'ast Av Rates * 

1970 3.25 

1977 4.04 

*i.71 

1979 ^-2^. 

1980 5.77 
TOTAL 



47.78 
59.39 
69.24 
77.03 
84. 82 
338.26 



53. 30 
66. 26 
77. 24 
85.94 
94.63 
377. 37 



68,25 
84.84 
98.91 
110.04 
121.17 
483.21 



i~ ont"l'li: CurrcM rial lUitc Mlownune , 3.64 porccnt for 90 Day Treasury Bills 
\ vcoid, ana 2.10 j.orcont for 90 Day Treasury Bills plusi 3.5 percent. 
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. The SRA would range from 0 to a maximum of 
4 percent, thus total revenue would range 
from 7 percent to 11 percent on an annual 
basis. 

It is further recommended that the adequacy of this 
index be reviewed every one to two years and adjusted as 
needed to account for any changes in the relationship of 
servicing costs as a percent of outstandings or in the 
spread between revenue and cost of funds. 

The recommended index would have maintained an ade- 
quate and reasonably constant spread over the cost of funds 
since 1970 and would have increased SRA payments by only 
$19 million, or 16 percent, over 1970 to 1974, 
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3. STUDENT LOAN OPERATIONS 

3.1 Objectives and Scope of Analysis 

The second part of this study addressed student loan 
operations. For a group of 16 lenders and student loan 
servicing firms, interviews were conducted and/or data 
obtained with three objectives in mind: 

. to document student loan operating costs so 
as to permit the mechanism for setting 
interest rates to reflect such costs (see 
previous section) ; 

. to identify where procedural changes might 
have a significant impact on reducing 
operating costs; and 

. to assess the extent to which certain GSL 
program changes might affect operating 
co*sts. 

The 16 lending and servicing institutions that contrib- 
uted to the study were extremely cooperative in making 
highly confidential revenue and cost data available. In 
the intG^.rest of maintaining that confidentiality, none of 
•::he participating institutions are named in this report. 

Thirteen of the institutions are lenders, including: 

. 9 commercial banks doing business in 2 East 
Coast metropolitan areas (New York and 
Boston) and in California. Five of the 9 
opera '.o under state-guaranteed programs. 
All have bean in either state or federal 
guaranteed student loan programs virtually 
since their inception. 

. 2 Eastern savings banks. Both institutions 
hcive operated under state programs since 
the late 19 50 's. Although their GSL volumes 
are lov; compared to the cou^ercial banks, 
both are significant participants in the 
program. 

, 2 savings and loan institutions, one in the 
Midwest, the other in California. 

tCj remaining 3 in5-titutions service student loans for 
r- ir!ers on a fee basis. 



The interviewing and data gathering undertaken at 
each participating institution followed a similar pattern 

. Operating philosopni -s and practices were dis- 
cussed^ particularly with respect to student 
interviewing, credit checking, and collection 
activi ty . 

. Organizational responsibilities were reviev/ed 
luU regard to branch versus centralized opera-- 
tions , and "dedicated" versus "mixed" student 
loan processing activities. 

. The use of automated data processing (ADP) 
support was identified. 

. Operating costs were obtained, where available. 

In some cases, institutions were recontacted either to 
clarify certain findings or to obtain data not available 
during the initial visit. 

The sections that follow describe: 

. the range of operating practices of lending 
and servicing institutions; 

. student loan operating costs; and 

. changes to the program that appear worthy 
of consideration. * 



3.2 Stu dent Lo an O p erating Practices 

It was somewhat surprising, given the relatively sma 
number of institutions surveyed, to find a broad x-ange of 
GSL operating approaches taken by lenders. The operating 
characteristics of 12 lenders is summarized in Figure 3.1 
on each of 4 dimensions: 

• ^ - ' ^ ^ • ^ ^ ^ h 1 n v o 1 ve n\e n t , from "low" if 

iiinitod to n short interview to "high" if 
interview.! iig (sometimps includina parents) 
and branch-performed functions (e.g. , dis-- 
bursomo.nt, note preparation) are extensive. 



CM 



o 
(d 
o 
u 
a 
a 

Q 



4J 

0) 

e 



CO 



CO 



CM U 



CM 



CO CM P4 P4 



CM 



CO cu 



CM 



CM CM 



0) 
M 



w 

Q 

Hi 

CO 

o 

CO 

a 

H 
tH 
CO 
H 

w 



c: 
o 

•H 

(d 

N 

a 

M 

O 

X-i 
•H 

tn 



•H 

c: 
o 



o 
•a 

M 



u 

CJ 

u 



O 

2; 





4J 










o 


Q) 






B 




(D D 


Q) 










(d 


H 


o 




OA 















CO 

O 0) 

>^ 



o 
2; 



o 
2; 



o 
2; 



o 

2i 



O 

2; 



CO 



O 

2; 



o o 

2; • 2; 



H 





0^ 




\ 


\ 






H 




H 


H 


H 







\ 




\ 
H 


\ 
H 


H 


H 



H 



p:$ 
\ 
H 



H 



o 
1-^ 



3^ 
O 
1-^ 



o 
1-^ 



o 



o 



<i) 



Id 
o 
»^ 

Id 

•rl 
O 

M 
0) 









o Id 








a 




•d Id 




(U s 








^ II 
























II Id 




o 




U Hi 
















Id Q) 




o 


(d 


h) ?J 






Q) 


iH CO 


p:^ 


Id 




a Q) 


It 


o W 




to o 


P:^ 


u a 








CM 0 



O 
O 

u 

CO 

I 

a 

H 



CM 

•H (d 
•H U 

o a 

g CO 



II If II 
H CM CO 



ERIC 



CM 



49 



•H CN 



ERIC 



. Responsible Organization ^ the use a 

centralized processing activity (either dedi- 
cated to student loans or servicing all con- 
sumer loans) or a branch for the bulk of the 
servicing effort required, 

. Credit Checking , i.e., whether the credit^ 
record of the applicant (or his parents) is 
verified by the lender. 

. ADP Approach y whether manual or automated 
either via a modified loan accounting system 
or a system specifically designed for student 
loans. 

On each of these dimensions, the Figure i^dicates any 
differences in the operating approach taken for loans in 
in-school or repayment status. 

3.2.1 Degree of Branch Involvement in Loan Acquisition 

As indicated in Figure 3.1, there is a broad range in 
the degree to v^hich branch offices are involved in the^ 
acquisition process, which for origination spans the time 
from the first appearance of the student until note prepara-' 
tion and disbursement. At six institutions, branches do 
little more than interview the student and hand out forms. ^ 
At: two institutions, branches are heavily involved in acquisi- 
i[-;on, including virtually all forms preparation. One of 
*:wo even insists on interviewing the parents, either^ 
wicx. the student or separately. The remaining four institu- 
tions ixivolvci their branches at a level between the two 
extrcnaes? coii.'.ronly , such involvement includes initial 
interviewing rnd disbursement. One of the four performs all 
acquisition functions centrally the first time a student 
borrovrs; subsequent applications for repeat borrowers are, 
in part, processed at branches. 

It is difficult to explain this difference in practice 
among institutions. Branch processing is generally recog- 
nized to be loss efficient and more expensive than central- 
ized operation: people arc less specialized in student 
Vc-nn c.nd hiqhor paid; space charges are substantially 
higher. Nevertheless, at least some lenders have opted for 
'I g-v:':'tc r-thv'ui-ndnimum amount of branch processing where: 

. other consumer loan applications are also 
branch-processed? 

50 
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• the desired degree of involvement with the 
student is high; or 

• particularly in the case of thrift institu- 
tions or small commercial banks^ there is 

I no "back office" where laryc ^''olumes of like 

transactions are pooled for efficient 
j processing in specialized departments, 

I Larger institutions, particularly commercial banks, 

I tend to limit the degree of branch involvement during 

I student loan acquisition, reflecting their traditional 

t approach to high-volume consumer lending and sufficient 

I volume to enjoy the economies of scale of a centralized, 

j specialized processing activity, 

j 3.2.2 Organizational Responsibility 

t 

! The pattern of low branch involvement during acquisi- 

j tion tends, as Figure 3.1 also shows, to be coupled with 

an institution's use of a centralized processing department- 
■ dedicated to student loans. These student loan operating 
1 departments typically handle much of the paperwork associ- 
; ated with loan acquisition (both origination and repayment) . 
1 They also perform all in-school servicing functions and 
I usually repa^^naient servicing also. Seven of the institutions 

surveyed have student loan departments dedicated to such 
i loans. In two of the seven cases, only in-school processing 
! f performed by the student loan activity; repayment servic- 
: in is performed, along with other consumer loans, by install- 

mp ^ locin department personnel. Four lenders service student 

loans v;ithin a centralized processing activity but on a mixed 
! basis v^ith otiicr consumer loans. Rather interestingly, two 
' of the four are contemplating reorganization of student loan 

processing into dedicated departments. One institution — 

a f^avings bank — performed all servicing activities in its 

branches . 

• 

With.in the pattern described above, the following gen-- 
eralizationc can be made: 
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. Lnrgcr irjr'.t i tuticjns now tend to centralize 
thoir f^tudoiit lorm.? into activities dedi- 
cated to these .i nnt3;umeints . The trend is 

dofinitoly in this direction for such ' 
I renders. Although apparently this approach ; 
is moLit efficient, servicing costs are still 
uTV<^v^::\VK.Ay hi</h because these banks are in 
large cities v;horo labor and space costs 
O c*:rc h-igh. g j[ 
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, Mid-size institutions except, perhaps, for 
thrift institutions, tend to process 
student loans in their consumer loan 
departments mixed in with other installment 
loans. Given their volumes, this approach 
is probably the most sensible one. 

. Small institutions, as well as thrift 

institutions, tend to perform student loan 
processing in their branches. Lacking 
automation, volume, and a "back office" 
processing tradition , " front office" 
servicing will likely remain for the fore- 
seeable future. 

In the light of these observations, the attitudes of lenders 
toward contracting out the servicing of their portfolios to 
student loan servicing firms is interesting — and unrelated 
to their size. When asked if they had seriously considered 
such an option, some lenders — generally in the person of 
the operations manager — indicated they had not because: 

. They never contracted such work to an out- 
side firm. 

. Their state guarantee agency frowned on it. 

. They had no confidence that an outsider 
could do it better or cheaper. 

Otl : lenders, hov;ever, had investigated outside processing 
alternatives and found them attractive from the ongoing 
cost st^:.ncipoint , but prohibitively expensive to convert 
existing a-cor-wts. Both large and small lenders were repre- 
sented in both groups of respondents. 

3.2.3 Cre dit Veri f icc^tion Practice?j 

The verification of the past credit performance of 
student borrowers is not required by the GSL program as 
part of a regular — for other forms of consumer cnredit — 
evaluciiJon of defcivlt risk. In the mojority of cases, such 
an ovalu.'ition is juoaningless for an IP.-- to ?l-year old who 
'li.ii never boon perManentl y cMnpl.oyed. Nevertlioloss , two 

naors surveyed to make regular use credit reporting 
:orv^j coa; (at a bypical cof^L of ?Jl.50 per inquiry) to clieck 
'"1 ^^^-cdit rccorclr. of sLudeiit iDorrovmrs or tlieir parents. 
. raid they had thoucrlit of doincr so, but thought they 
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were not permitted to obtain such information. Some 
expressed an interest in making use of credit reports 
for older borrowers, particular veterans or older propri- 
etary school students. 

The lenders who follow this practice do so with full 
understanding that no credit check is required and that 
^ guarantee program limits their exposure to credit losses. 
The practice is, in part, indicative of habit. In part, it 
also signifies an oft expressed reluctance by lenders to 
e-:tend credit to "questionable" credit risks irrespective 
of guarantee coverage against losses. 

3.2.4 ADP Approaches for Student Loans 

As shown in Figure 3.1, of the 12 lending institutions 
surveyed, two are servicing student loans on a manual basis 
during both in-school and repayment periods. Both institu- 
tions are comparatively small. In two cases (one a relatively 
large participant) , manual methods are used for in-school 
servicing; repayment servicing, along with the* rest of the 
consumer loan portfolio, is performed on the banks' install- 
ment loan accounting systems. Most often — in six cases — 
student loans (both in-school and repayment) are processed 
as part of a regular accounting system, usually the personal 
loan accounting system. In one of these six, a commercial 
loan accounting system is being used because the institution 
found it most amenable to handle the no-principal amortiza- 
tion requireraents during the in-school period. In only two 
Ci^r- has the lending institution developed a special pur- 
poiio c-ccounting system for student loans. One of the two 
h-..; developed a time-shared cqmputer system that goes beyond 
the capani; ii T c s of most installment loan systems. 

Reflected in the pattern of systems approaches des- 
cribed above are certain efficiency losses incurred by banks 
in processing student loans: 

• 

• moro costly m^mual processing rather than 
autoiorited procedures; 

a "nplit" operation, one hind for in-s-chool 
processing, emothcr for repayment processing; 

. inoffjcdont use of manpowt^r comjjared to that 
posijiblc* with a truly capable student loan 
:' V.;l f>m; and 
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. high data processing expense because of the 
"overhead" of an unsuitable commercial or 
personal loan system designed primarily for 
other purposes • 

I The fact that these penalties are being incurred is 

i generally recognized by lenders. The ability to cost- 

i justify more efficient and effective ADP systems for student 

! loans is limited, however, because: 

. While unit cost savings may be substantial, 
relatively low volumes limit the magnitude 
of the total savings potential. 

. Systems development costs are perceived to 
be high. 

As a result, lenders have tended to approach ADP for student 
loans in a manner similar to other low volume loan "prod- 
ucts" : avoid high startup costs, forego efficiency, and 
make do v/ith a manual or compromised ADP system. 

Personal loans are one of the least automated and, 
therefore, manually intensive operations in modern banking. 
As repoxted in the 1972 Functional Cost Analyses of over ^ 
900 banks by the Federal Reserve, personnel costs (salaries 
-ind fringes) account for almost 80 percent of the process- 
ing costs of installment loans. In comparison, personnel 
; costs for demand deposit and time deposit operations account 
I '^vr only 50 percent to 60 percent of processing costs. The 
] 1\. ::'r intensity of loan processing operations becomes 
i apparc'))L in examining the functions typically provided by 
autoraatccl "^.ita processing systems: 

! . maintenanccj of outstanding principal balance; 

. maintoncmce of unearned discount; 

. accourting for earned discounts for income 
repori:ing (or general ledgor accounting) 
purpovsos; 

. billixjg (unless payment books are used) ; 

. alloca1:ion of pavincnis to principal <md 
IntoresL ; 

. prcparaLJon of late notices; and 
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late payment charge billing and accounting* 



Virtually all of these functions are associated with booked 
loans that do not default. Minimal ADP support, if any, is 
associated with loan acquisition and collection activities. 

Given the low level of personal loan automation and 
the high proportion of personnel costs, it might be argued 
that lenders with non-existent, inefficient, or inappropri- 
ate ADP systems for student loans should suffer little if 
any penalty in either the personnel component of operating 
costs or operating cost in total. It is difficult to 
reconcile such an assertion with the facts reported by the 
survey : 

. The lenders with specialized student loan 
systems reported the lowest operating cost. 

. The lenders v/ith split manual/mixed person- 
nel loan systems or an admittedly unsuitable 
coTtu-nercir?l loan system repox^ted the highest 
operating cost. 

. Though comparisons are difficult for a num- 
ber of reasons , the servicing firms surveyed 
are also at the lov; end of the reported cost 
range. All have systems designed specifi- 
cally for student loans. 

From the systems design standpoint, the follov/ing 
ci.racteristics of student loans are important: 

. lo^yt students (50-75 percent) are multiple 
boi\.:ov'ors with the same institutions. It 
is iinpoi tajit , thereof ore, that an accounting 
system bo able to cross reference or inte-~ 
grate multiple loans for a single borrower. 
Few personal loan accounting systems provide 
such a capability . 

. Principal is not amort iiied and terms are not 
tj;:od during the school period and interest is 
almost always paid by the government. Virtually 
a] l ins i:al liiient loan systems arc built 
around the concepi of principal amort i:^'ation 
dui-ing a .Cixed Lc.ria v^7ith all payments made 
l y the borrov/or. 



3 • 3 Operating Costs 



Operating cost data were most consistently available 
from surveyed institutions expressed as a percentage of 
outstandings. Costs expressed on this basis are relevant 
to an economic or profitability analysis of lending opera- 
tions. Such data provide little insight to the operations 
in which costs are being incurred either per unit of 
activity (per new loan added, per payment received, etc.) 
or for a volume of activity. Servicing activity, not dol- 
lars outstanding, is the prime determinant of processing 
cost. Therefore, costs on such a basis are not useful for 
evaluating the potential economic effect of specific changes 
to the program that might permit savings to be realized. 

Nonetheless, operating costs as a percentage of out- 
standings v;ere needed to support the analysis of alternative 
special rate allov^once indices discussed in the prior 
chapter. Besides, in conjunction with some understanding of 
the practices of lending institutions, one can draw certain 
useful conclusions from cost-versus -outstandings data. 

Figure 3.2 shows operating costs for 10 institutions 
as a percentage of outstanding loan amounts. Eight of the 
instititions (A through H) are lenders; two {J and N) are fees 
for loan servicing firms. To the extent possible, all student 
loan operating costs (the open bars) exclude branch operat- 
ing expouFJe and, therefore, a certain amount of loan acqui- 
sition cost. Since the ten surveyed lenders have central- 
ized operations witla low- to-medium levels of branch involve- 
i.e' r the exclusion should permit save comparisons. 
Wh. .c available, comparable cost data for other consumer 
loinis (the sijvjlo-hatchcd bars) are also shov/n on Figure 3.2 
for the yyarxuyoA institutions. Bad debt costs (the cross- 
hatched bars) fo.T. consumer loans arc also shovjn, v^here 
available. For operating coat compeirison, they can be 
exclviderJ, Also for comparative purpor^es, consmvic-r loan 
operating costs are shown as reported by the Federal Reserve 
in their Unit CorU: /analysis for 1972, adjusted as shown in 
Figure 3.5. 

For }'urposei; of the di.soussion that follows, it should 
}.>c nr. C'Cl I h. I coir^f;.': r-j r.on of lender coHilis — aside from the 
1; ;i :d i\ui\:,vr of i.nstitut ions roprerontcd — is often diffi- 

Xoiiy lej'idors do not know wliat their operating 
c K).>t^\ arc^ i'oi sLlkIc;:! I (and/or o (.her) loans . 
ClcrtaiM fir;-.:rcr> rcpoi tod, therefore; DiO .some- 
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• Lenders with documented costs use ^different 
bases: total period costs, department 
period costs, departmental unit costs, func- 
tional unit costs, A certain amount of 
analytical judgment was required to state 
I all costs on a consistent basis, where data 

I were available to permit doing so. 

I • Lenders include (or omit) branch-incurred 

. costs , institutional overhead , and advertis- 

i ing expense. All attempts were made, given 

I the understanding of the persons interviewed, 

to ensure that such items were consistently 

I excluded. 

j . Lenders subscribe to different practices for: 

i 

I . interviewing students and parents; 

i . credit checking; and 

: . operations and systems. 

j Such practices are, to a large degree, dis- 

; cretionary and reflect management philosophy 

j and attitudes rather than the specific 

I requirements of student loan processing. 

; . The cost structure of servicing firms can be 

j quite different from certain lending institu- 

i tions in certain significant respects. 'Space 

i charges can often be much lower outside of a 

! space-inefficient branch or a downtown 

^ bu.s.i;i^;*nr. district. Personnel compensation 

; patirn-ns cjrd use of part-time personnel can 

also be substantially different from bank 
practices. Vvhore servicing firms meiy have 
broad latitude? in such areas, lenders may 
have little. 

Given tho5:o cnvof<ts, cmd with the understanding of 
opcrahdnq ripprooohcr: as discussed in Section 3.2, it is 
ir>3s.iblc to i.talce ccrtaiji general conclusions about cost; 

. Klficicni lendoj s can achieve cost levels 
approaching thc':t of servicing firins. Lenders 
that contral j :^;c^ ajid specialise student loan 
c*poro(:*;o}iC: and c^cvclop efficient, special j?;od 
student loan systems are more likely to do so. 
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. Higher costs tend to be associate^ with 
branch processing, manual operations, or 
unsuitable systems . 

. Lenders can operate their student loan port- 
folios at costs comparable to other consumer 
loans — either their own or the FED reported 
j consumer loan average. 

' . In comparison to consumer loans, student 

j loan account maintenance costs are lower; 

I acquisition costs are higher. 

I It should be emphasized that these observations have been 
\ made for institutions that largely avoid a, heavy 'degree of 
j branch processing, particularly during thQ acquisition 
I cycle. Student loan acquisition, as will be seen later, is 
I a relatively complicated, time-ronsuming, and costly 
I process. When performed in a branch, as it most often tends 
j to be in a small commercial bank or thrift institution, its 
' cost penalties — and visibility to management — become magni- 
fied. In a branch environment, the low volumes involved 
I rarely, if ever, consume incremental resources — personnel 
I or facilities that, in the absence of student loans, could 
\ be eliminated. 

j 

The costs of servicing student loans compared to con- 
' sur.ior loans are not uniformly higher for all activities. 

During rcpaynieJit, monthly servicing costs for student loans 
j are virtually identical to consumer loans. For those 
I : vlers that sei^vice student loans \;-ith personnel and 
; syr- :ms shared with consumer loans, periodic processing 
: reciuiroir. nts are virtually indistinguishable betv/een them. 

Ouxing the iu-school period, as shown in Figure 3.4, monthly 
, servicing c:c)Stc; for f:tudont loans are about 50 percent lower 
\ than for consumer loans because: 

. Individual loan payments are not being 
received. 

. Interont is being billed to the U.S. Govern- 
ment, in bulk, on a quarterly basis. 

I-v»-L-y to sixty percent of the surveyed institutions' port- 
'':•ly^Jl^ v;ere in in-school status. 

In exaiviining the acxjuisition costs for student loans 
fM :-J to consumer locjns, the comparisc .1 is far from 

o'le. ]j':;nrjors surveyed uniformly reported that student 
•.^i-* c.couii3itioji costs wore "substanfcial.'ly'' higher than 

Er|c -55- 60 



recHi^C'LCiJY mai^agement incorporated 



o 
w 
u 

Q) 

o 

o 
u 





OP 




dP 


< 






CO 


CO 


CN 






ro 




in 


in 


KO 


CO 




fO 





00 

o 

U 
•H 



Q 
O 

M 
« 
W 

o 
o 

o 

CO 

I 

52; 

M 

I 

EH 

CO 
O 
U 

v:> 

H 





(0 
















0 


0 




0 










in 






• 00 


CO 






1 












M 


stu 





o 



o 



LO 



O 
CN 



O 

ro 



CO 



a, 

G 



EH 



fd 
O 

CO 

H 
>< 

Pi 

o 



VD 


in 




LO 




0 


CN 








CN 


< 


0 


0 


• 


• 


• 


• 






• 












H 


H 


•co- 















O 
M O 

> w 



Q) 



CO 

Q) 
O 
•H 
> 

a 

CO 

fd 
o 

4J 

o 

CO 
•K 



ERIC 



costs for consumer loans. Figure 3.5 contains unit 
acquisition costs — the cost of processing each student loan 
from first interview to disbursement and account entry on 
the "books" — for: 

. origination — the loan instrument that remains 
open during the in- school period; and 

. repayment — the loan instrument that covers 
the student's obligation during repayment. 

The extremes of unit costs reported are rather substantial. 
The highest reported cost — $200 per loan — is hardly typical; 
it was supplied by a big-city bank that performs much 
acquisition processing in its branches. Although, the amount 
appears suspect, the magnitude — and the 400 percent 
reported premium over consumer loan cost — ^is not unlike the 
experience of its competition in the same city. At the 
other extreme, the $12.50 cost per unit reported by another 
bank has been conceded to suffer from unrealistically low 
personnel and facilities cost estimates. Excluding these 
extremes, the most important and consistent finding is 
that: 

. Acquisition costs for student loans are 
demonstrably higher than consumer loans. 

. Such costs are easily one-and-a-half to three 
times that of consumer loans. 

It appeared o.vident from the survey that the unit cost 
Ity lor student loan acquisition is higher' than that for 
any otl:er activity unique to the student loan program. 
* rom tiic nl:'. i -:?point of lender actitudes, it is unfortunate 
that such T l.^rqe cost penalty s^:hould exist in that part 
of. the cyclo tii.-.i. is most visible to managem-:^nt , particu- 
larly wliere branch invclvuiuont is high. Irrespective of^ 
ocst", Vio procf^dural requirements of student loan acquisi- 
tion liiiso lender ire for perceived nuisance value alone. 

Thcjxj are , tu be su.lg , substant i ve rcarwjus why s^tudent 
loan c>r:cruir.it-ion cost s>iou!(d, in fact, be higlier than for 
con.sv:!.' r l0c'n:5 : 

. M:)rc intv:rvJ "\.'i i ncedrd, .sometimcf-i involv- 
ing i.iie v\'' rcjit!:^' , to o:';p.l.ain tha ncitin^'^ rind/ 
oTl-r n c, ! '.'xJ 1 i C'f; ol* ih(» j>^09ram to a student 

M.ib.v: li-iino (;n hi.s or her first lending cxper- 
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There are two "acquisitions" for each loan* 
The first occurs for the student to obtain 
the borrowed funds. The second occurs, at 
the beginning of repayment, for the bank to 
recover the funds lent. Although the "con- 
version" of an in- school loan to a repayment 
loan is much less complicated, a significant 
amount of work is required (one bank esti- 
mates one-third the effort associated with 
origination) . 

The origination cycle is oomplicated. As de- 
picted in Figure 3.6, it involves: three parties, 
besides the student (and, perhaps, his or her 
parents); six or more forms, not counting the 
disbursement check and the lender nranifest; at 
least three accesses (asGummg no errors are 
made) to the student's in-process loan file. 
The avoidance of certain activities (e.g., credit 
verification) associated with consumer loans that 
are not perforri:ed for student loans do not off- 
set the student loan differences. 



3 . 4 Possible Chang e s to GSL Operations 

During the course of discussions held with GSL lenders 
and .servicing firms, a number of suggestions were either 
offered or confiruied an desirable when offered for consid- 
orntion. These possible changes to GSL operations fall 
in. :• tv;o general categories: 

. modifications to operating requirements of 
the program; and 

. changes of a management nature. 

Many of these suggestions have been made before. They are 
mentioned here becau5;e of the extent of their appeal among 
the surveyed i n s t i , t u t . i . o n s . 

There v;ere five major suggestions offered for modifica- 
tion.o to st;ident loan operating requirements: 

. multi7)le purpo^^e formt^ for loan origination, 
conrJo'l.idc't.i ng on a single form the (often 
rcdvnclant) iuloxiijation now required on 
.several forms* 
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. elimination of guarantee filing before dis- 
bursement in favor (as is the case for FHA 
Title I loans) of filing after-the-fact. 
The larger institutions expressed the 
opinion that they were confident enough in 
their lending judgment to undertake such a 
change and take the risk themselves in any 
loans disbursed and subsequently rejected 
for the guarantee . 

. a "streamlined" acquisition cycle for repeat 
borrowers at the same institution. Lenders 
reported that 50 to 75 percent of current 
applicants are repeat borrowers, many for 
the third and fourth time. "Despite their * 
familiarity with the borrower, lenders go 
through the same, complicated acquisition 
cycle every time the borrower appears for a 
hew loan. 

. provide for payment of the insurance fee 
coincident V7ith the submission of the 
lender manifest. Subsequent remittance, as 
at present, necessitates additional process- 
ing and pciyn.ent reconcilement. 

. eliminate .separate accountability require- 
ment for each disbursement. At present, 
each disbursement has to be treated as a 
separate loan for account and reporting 
purposes. Multiple loan records must be 
maintained for the majority of borrowers. 

ccounting and reporting would be simplified 
if the obligations of each borrower could be 
carried as to a single, outstanding total. 

All of these changes v;ou3d reduce tho cost — and perceived 
frustration — incurred by lenders participating in the stu- 
dent loan program. 

Otbor changes in tho management, of the program were 
also suogcstod by lenders: 

. Apjjly all ciianges in tho legal, operating, 
proceduraJ , or documentary requirements of 
tho procjrc^.iii reUronctively to loans outfjtand- 
?uc] from prior ycarLj. Program distinchion 
irpl.wc-oi) lo:inf; girntod during different years 
}u ulif crci lcf5^5 the rocjui^remcnts that must be 
met by lojjdors. 
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. Announce program changes well before the peak 
processing session for new loans. Program 
changes , it is alleged, are invariably 
announced in July and August, as the peak 
lending season is underway. Lenders find it 
I particularly difficult to integrate revised 

' program requirements into their operations 

j during this high volume period. 

i . Make claims payments or defaulted loans 

; faster and/or pay interest until such pay- 

1 ments are made. FISL lenders, in particular, 

I complained about foregoing interest during 

I long (9- to 12--month) claims settlement cycles. 

; Lenders participating in state programs 

j reported much shorter and consistent cycles. 

i Since many are paid interest until settlement, 

state program participants are less concerned 
! with the problem. 

. Have the U.S. Government take a more aggres- 
sive and visible role in collection of 
• delinquent and defaulted accounts. Lenders' 

I concern about student loan defaults is out of 

^ all proportion to their financial losses. 

Lenders expressed a fundamental aversion to 
a level of defaulted GSL obligations, 
substantially higher than their other con- 
sumer loan experience. Lenders believe that 
! active govorniaent participation in collection 

i will significantly reduce defaults among a 

mobile population with "non- traditional" atti- 
tudo3 tov;ard borrov/er obligations to repay. 



3 . 5 "Trial Balloo ns" 

As requested l)y the Office of Education, lenders and 
servicljig firms wore asked for their views about: 

• direct interest collection from the student 
during the in-scliool period versus interest 
doforral durincj the in-school period; and 
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• use of a form of revolving credit as a bor- 
rowing vehicle for students rather than the 
present multiplicity of installment loans. 

In the former case, direct collection versus deferral 
for in-school interest payments were offered as an "either- 
or" alternative to quarterly billing of student interest to 
the government. Direct collection from the student was 
almost universally disliked. Difficulties in handling 
delinquent payments, small transaction amounts and high 
volumes were often cited as negative aspects of direct 
interest billing. Most state participants had direct, in- 
school billing experience and didn't like it. The degree of 
dislike v;as often expressed as a "last straw" for opting 
out of the student loan program. As a forced choice 
alternative, lenders preferred to defer student interest 
' during the in-school period. Few had any problems in fore- 
I going the cash flow. Some, hov/ever, indicated that deferral 
I would be acceptable only if interest were compounded and 
accumulated on the deferred interest. 

The latter concept tested was the use of a form 
of revolving credit as a bor3:ov;ing vehicile for students. 
Revolving credit, including overdraft checking and 
\ bank credit cards, is rapidly displacing installment 
I loans in consumer lending relationships. From the lender 
standpoint, revolving credit , instruments offer substantial 
oporr»ting savings, especially compcired to the typical 
1 succession of installment loans. The features of a form 
i revolving credit for student borrowers are outlined in 

\ Figure 3.7. Its potential .suitability for student lending 
: relationships is particularly suggested by: 

. the higJi incidence (50 to 75 percent) of 
■ inultiple loans, each requiring a costly 

acquisition process — twice (origination and 
repayment) ; and 

. funds needs that often are spread out over a 
school year. In many cases, student borrowers 
do not nood a single large disbursement (e.g., 
for tuition) but rather a succession of smaller 
cunonnts for living expenses. Since fev; insti- 
tutions wi 11 make more than one disbursement 
par year (because a costly acquisition effort 
rrust bo undc-r taken for each one) , the student 

take J.iorrowo.d funds before they are needed 
with the cjOvcrnmcnL paying an additional inter- 
est cost. 
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Figure 3*7 
FEATURES OF REVOLVING CHARGE 



One-time acquisition/commitment entering 
school. 

Initial "line" amount for first year dis- 
bursement. 

Student receives check-like drafts made out 

to him/her and school (perhaps with "plastic") , 

Student draws against line as funds are needed. 

Disbursements accumulated into single outstand- 
ing balance. 

Simple interest computed on average outstand- 
ing. 

Principal repayment credited as paid. 

Line amount adjusted each year upon certifica- 
tion of enrollment. 
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The vast majority of lenders saw merit i-n the concept, sub- 
ject to a suitable resolution of operating details. 
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